


Cross-Border Accounting

Financial Comparisons are More Complex than 1 bey Seem

magine two cement companies—or computer manufac-

turers or insurance firms, the industry doesn’t matter.

One is trading at 12 times last year’s earnings, and the
other at 17; which do you buy? Some financial analysts like
to call this kind of question a “no-brainer,” as though a
single set of numbers—P/E ratios, in this case—were enough
to solve the riddle of investing. In fact, that kind of “single-
factor analysis” may not be suitable when the two companies
are in two different countries.

The problem is that earnings—the “E” in P/E ratios—are a
product of corporate accounting, and standards for corporate
accounting can vary widely from one country to another. For
example, the U.S. imposes fairly strict rules on the use of “gen-
eral purpose reserves,” a term that refers to a company’s reduc-
ing its earnings in one year to offset a loss expected in the next.
Japan’s rules are less stringent, so the use of Japanese, rather than
American, accounting standards can make a big difference in a
company’s reported earnings and thus its P/E ratio.

Then there are the rules governing “consolidation,” the
extent to which the earnings of a subsidiary must be folded into
the reported earnings of its corporate parent. This is of particu-
lar concern in Asia, where conglomerates play a major role. In

recent years Japan and Korea have tightened the relevant regula-

tions, but Chinese companies are still permitted to exclude

many subsidiaries, producing a potentially misleading P/E.

The differences don’t end there. Singapore requires
companies to use the most conservative possible method
when accounting for inventory; the U.S. and much of Asia
are much more lenient. Taiwan has virtually no standards
governing the accounting treatment of corporate real-estate
losses. And the list goes on. The next time someone shows
you a pair of P/E ratios as sole evidence of a good investment
opportunity in Asia, offer a “fortune teller,” like the one

illustrated in the photo above, in exchange.

Sources: Matthews International Capital Management, LLC;
Goldman Sachs; Nomura Securities.
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Investing in foreign securities may involve certain additional risks, including exchange-rate
fluctuations, less liquidity, greater volatility and less regulation. Single-country and sector
funds may be subject to a higher degree of market risk than diversified funds because of
concentration in a specific sector or geographic region.

You should consider the investment objectives, risks, charges and expenses of the Matthews Asian
Funds carefully before making an investment decision. A prospectus with this information and other
information about the Funds may be obtained by calling 1-800-789-ASIA (2742) or by visiting
www.matthewsfunds.com. Please read the prospectus carefully before investing as it explains the risks
associated with investing in international markets.
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